Chapter 2
The Structure of the Banking System
GENERAL
Although in terms of the number of banks within it the banking system contracted in 2004, activity in the system expanded in terms of the number and types of banking services offered, financial instruments supplied, and distribution channels via which services and products are offered to the public. The process of change from government ownership and reversion to private ownership in the banking system continued. The competition between the banking system and non-banking financial institutions (which constitute a competitive threat) increased during the year, but was still low by worldwide standards. However, the concentration of the banking groups increased, continuing a trend that has been evident since the end of the 1990s.
The financial and banking services that the system supplies in the area of traditional banking include services in the capital market, such as advice in securities and financial asset trading, portfolio management, mutual fund management, provident and advanced study fund management, underwriting, distribution and issues. Part of the banks, including some (but not enough) foreign banks supply focused financial services and in particular, specialize in corporate and private banking.
STRUCTURE OF THE GROUP AND THE RANGE OF SERVICES
At the end of 2004 five large banking groups operated in Israel alongside a shrinking group of independent, mostly small banks, continuing the trend of the last few years (Figure 2.1) .
At the end of the year, 34 banking corporations operated in the Israeli banking system, as well as 18 commercial banks, 6 mortgage banks, 2 foreign banks and a number of other institutions (Table 2 .1). The regular commercial banks supplied financial services via 951 branches throughout the country (Table 2 .2) and 123 branches abroad, 57 of them offices of subsidiaries (Table 2. 3). The decrease in the number of banking institutions also resulted from the Banking Supervision Department's deliberate policy of encouraging small, independent banks to merge with large banks, or to cease their activity. This policy is based on the fact that the contribution of these banks to competition in the banking system are generally minimal, while their risk profile is relatively high. Moreover, fundamental problems in the management of the small banks had become apparent; problems that in the past had harmed their financial soundness, stability and ability to supply services to the public. These banks, whose equity ranged from a few million shekels to NIS 100 million, were unable to acquire and maintain the management, technology and audit infrastructures required by modern banking, and this limited their development. Concurrently, the economies of scale and scope of the large banking groups increased in comparison with the small banks.
The process of transition from government ownership to private ownership continued in 2004, and 10 percent of the shares of Bank Leumi passed from government to private ownership (the shares were purchased by Deutsche Bank and Citigroup and were sold to their customers).
2 In May 2004 the tender for the privatization of Israel Discount Bank was launched. The tender was for a control core of 26 percent, as well as an option for another 25 percent. In January 2005 the process was completed with the sale of the State's holdings 3 in Israel Discount Bank to a group of foreign investors. 4 However, the transaction is still subject to the approval of the Bank of Israel and other supervisory authorities abroad ( 
COMPETITION IN THE BANKING SYSTEM
We will examine below the competition in the banking system in Israel, the changes that occurred in it during recent years and 2004 and its state as compared to the competition in other banking systems worldwide, by means of two approaches: the direct estimate approach, also known as the competitive threat (contestabilty), and the structural approach, also known as the structure-conduct-performance approach.
5
Although the competitive threat in the banking system increased during 2004, the competitive threat is still very small in comparison with many foreign banking systems. The market power that the banks exercise over the public continued to grow in 2004. The market segment of the two large banks in the system has expanded considerably in recent years. This has caused the two largest banks to become even more dominant than before, increasing concentration in the banking system as a whole. These two developments constituted the continuation of a trend that has been evident since 1998.
Non-banking financial institutions, the Israeli capital market and banks abroad serve as a substitute source for local banking intermediation and therefore constitute a competitive threat to the banking system in Israel. The past two years have been notable for a move from borrowing via the banking system to borrowing from alternative sources (see part 1 of Chapter 1 and Table 1 .2 for a more detailed analysis).
6 Concurrently, the amount of credit extended by the banking system decreased appreciably, mainly due to the repayment of old credit, the more stringent criteria adopted by the banks with respect to the granting of new credit, and the Banking Supervision Department's stricter policy regarding the indebtedness of single borrowers and borrower groups. This stricter was intended to reduce the high degree of concentration in the bank credit portfolio and thereby the credit risk in the system as well.
An international comparison based on the Panzar and Rosse index, 7 which measures contestability directly, showed that the competitive threat existing in the Israeli banking system is lower than the worldwide average 8 and the average for a peer group of countries (Figure 2 .2). It should be noted that most countries' banking systems are characterized by monopolistic competition.
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The concentration in the banking system, which under the structure approach has a positive effect on the system's performance and hence on the market power that the Another index of competition in the banking system exists in areas related to the banks' activity in the capital market. 12 The banking groups' dominance in the capital market is reflected by the proportion of provident fund and mutual fund assets that they control or manage (Figures 2.5a and 2.5b). In the primary market, the two largest banks account for over 50 percent of total issues management and underwriting, and in the secondary market they manage the majority of securities trading activity (Figure 2 .6).
The implementation of the recommendations of the Bachar Committee for the reform of the capital market will oblige the banks to sell the provident funds and the mutual funds that they manage. (See Box 2.1 below for more details.) This separation is aimed at strengthening the competitive threat to the banks' from these institutional investors, thereby enabling those investors to grant credit, purchase significant amounts of corporate bonds, and develop and offer financial products that will compete with the banks' products. The recommendations are also intended to minimize conflicts of interest when the banks give consultancy services in their other activities.
12 Capital market activity includes portfolio management, advice for customers in securities trading, the issue of securities in the primary market (underwriting) and their distribution, the management of provident institutions (provident funds for proceeds, central severance pay funds, provident funds for other purposes, and advanced study funds for salaried employees and the self-employed) and mutual funds.
The growth in the banks' market power 13 in the system continued a trend that began in 1998. This growth came after many years when their market power had weakened continually due to the liberalization measures that were adopted in the money and capital markets. It should be noted in this respect that the market power which the banks exercise over households is greater than the power they wield over business firms (Figure 2.7) . A similar effect (in strength and direction) can be seen in the EU countries (Figure 2 .8). It can be assumed that the difference between the two populations derives from the disparity in their bargaining power: Business firms have greater access to the credit substitute markets and the cost for them of moving between banks is less. But households have no recourse to a suitable substitute for bank credit for financing their expenditures, and the cost for them of moving between banks is still relatively high. In its report the committee presents the concentration in the Israel capital market and notes the conflicts of interest existing in it. The report emphasizes that the banks have almost complete control of all financial intermediation activity. This control is reflected by the lack of a non-bank credit market and the business sector's great dependency on the banking system. Together those lead to a low level of competition, a suppression of the supply of credit and an increase in its price, and the banks' exercise of considerable market power. The banks' dominance in the various areas of activity increases the potential for conflicts of interest. Among the activities that could create conflicts of interest, the committee notes the banks' position both as investment advisors and owners and managers of the provident funds and the mutual funds in connection with which advice is given; as underwriters and credit providers, as owners and managers of the funds, and as providers of credit and suppliers of classical banking services. Accordingly, the committee believes that the creation of a competitive capital market should be based on three processes:
1. The diversification of the ownership and management of the existing forms of investment; 2. The development of non-bank forms of credit; 3. The development of alternative forms of investment to those offered by classical banking.
The committee's main recommendations for structural changes in capital market system are:
A. Complete separation of the provident funds and the mutual funds from the banks:
• A banking corporation will not hold any means of control in a provident fund management company or in provident funds (hereinafter: 'provident fund') and in a company that is a manager of a joint trust investment fund (hereinafter: 'mutual fund') and will not be an interested party (holding 5 percent or more of any means of control) in a corporation that is an interested party in a provident fund or in a mutual fund.
• The owner of control in a banking corporation, and any entity controlled by it, will not be an interested party in a provident fund or in a mutual fund, and neither in a corporation that is an interested party in a corporation as said. B. A distinction between distribution and advice activity, and marketing activity, and a recommendation that the banks be permitted to act only as distributors-advisors and not as marketers:
• Under the legislation relating to the capital market, two activities that require training and licensing and that are subject to regulation and supervision will be defined -advice and marketing, with respect to financial products and pension products.
• A banking corporation, those entities controlling it, those controlled by them and those operating in their name, will not receive a marketing license and will engage in advice alone. In the distribution process, it will be forbidden to discriminate between different financial instruments, and in marketing activity it will be made clear to the public that the marketer is not a neutral party. C. Allowing the banks the opportunity to distribute pension and life insurance plans and to serve as advisors in these areas, following suitable training of their personnel:
• Banking corporations that have completed the sale of all their holdings in provident funds and that are not interested parties in Mivtah (including a pension fund) will be permitted to engage in advice or to sell life insurance and pension products. D. A tightening up of the directive currently stipulated in the underwriting regulations relating to the prevention of conflicts of interest between the underwriter's interest in acting to the benefit of the credit providers from the underwriter's group and the underwriter's obligation of trust towards the investor public:
• An underwriter will not serve as a pricing underwriter in an offer to the public of securities, if with respect to the cumulative balance of the debt of the issuer or the offerer and the entities controlled by them, the underwriter, the entities controlling the underwriter and those controlled by them, the following two conditions are fulfilled: (1) the balance exceeds NIS 5 million and (2) the balance constitutes over 10 percent of the total financial liabilities of the issuer or the offerer and the entities controlled by them, as these are presented in the consolidated financial statements of the issuer or the offerer. • To limit the underwriter's ability to remunerate entities connected with "attractive" issues … it is proposed that the underwriter will not sell 5 percent or more of the value of the securities offered in the issue or sale offer in which the underwriter is acting, to the underwriter himself, to all institutional entities and to the customers of the portfolio management companies that the underwriter controls, that control the underwriter or that are controlled by the said institutions. E. The committee's report also includes supplementary recommendations that are not detailed here, in the areas of regulatory coverage, supervision and enforcement, advice and marketing; remuneration of advisors, and transition directives for the gradual implementation of the recommendations. The committee has left for treatment at a later stage additional issues, including the regulation and supervision of the various funds' activities under the new regime, the encouragement of the use of financial instruments for the securitization of credit, and Repo arrangements. After intensive debate in the Knesset, the recommendations of the Bachar Committee were adopted, and legislation was introduced in July 2005.
THE PAYMENT AND SETTLEMENT SYSTEM a. General
The payment and settlement system is divided into internal settlement, which is managed within the banking/financial institution, and external settlement -via specialist external entities -between different banking and financial institutions. In Israel external settlement is conducted by means of check settlement, the bank clearing center (Masav in its Hebrew acronym), Automated Bank Services, the securities clearing house (the stock exchange), and the credit card companies and the Bank of Israel. The systems used for settlement are diverse and adapted to the system's specific function. As an example, the Bank of Israel, as the entity that serves as the final clearer for all the other settlement systems in the economy, operates a number of payment and settlement systems -in the Monetary Department, in the Foreign Currency Department and in the Comptrollers' Office. Each of these systems is directed at a specific aspect of settlement operations. The banking system operates a settlement and transmission system for electronic transactions (such transactions are conducted by means of credit cards, and cash withdrawals from ATMs), as well as a service company (Automatic Bank Services -Sheba), which is jointly owned by the five largest banks (Figure 2.1) .
The settlement process involves settlement risk, because the time lapse between the creation of an inter-bank liability and final settlement exposes the banks to such a risk.
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Settlement risk materializes if within the time in question the bank that undertook to clear a transaction is unable for any reason to fulfill its obligation. Other banks effect downstream payments that are based on the liability of a bank. If a payment they are expecting does not arrive, this could therefore adversely affect their liquidity and create a potential for large losses. Systems that permit immediate settlement reduce settlement risk substantially, compared with systems in which settlement is effected once a day and the final settlement is made two to three business days after the transaction is conducted (as is the case in Israel). Accordingly, the Bank of Israel is endeavoring to implement a reform in the payment and settlement systems in Israel. Implementation of the reform is scheduled by the end of 2006.
The main element of the reform is the development of a payment system for ensuring that large payments are settled immediately, and not with a lag of a day (or more) as is the case today, thereby reducing settlement risk. This is a Real Time Gross Settlement System (RTGS) whose operation will lead to the adaptation of the payment and settlement systems in Israel to accepted international standards. RTGS is a system with real-time settlement of payments in the course of the working day on an order-by-order basis, without the offset of debt movements by credit movements. RTGS operation can be final within seconds if coverage for the transaction exists. The liquidity supply will also be settled within this system as against collateral to be put up by those involved in it.
Experience gained in other countries that have applied similar systems shows that over 90 percent of the volume of transfers -in cash term -are effected via systems of this type.
b. Credit cards
Credit cards serve as one of the main means by which payments are made in Israel's payments system. In the course of 2004 there was an increase in the number of credit cards used, and by December 2004 these amounted to 3.8 million-up by 6.3 percent over 2003. As a result, there was a rise in the number of transactions implemented by means of credit cards, continuing the trend of the last few years. The total number of credit card transactions was 450 million, 443 million of which were implemented in Israel. As a result of these two factors-the number of active credit cards and the number of transactions in Israel and abroad-a total of NIS 107.5 million was involved in credit card transactions (NIS 102.4 million of it in Israel), representing a 10.5 percent rise over 2003. Despite the impressive increase in the number of credit card transactions and the amount involved, there was no significant change in the size of the average credit card transaction in relation to the previous year, and this remained NIS 238.8 per card (Table 2.5). Among the various reasons for the extensive use of credit cards, the main reasons are: convenience -the cards issued in Israel are of the deferred debit type, with which the customer is debited once a month, and provide the opportunity for paying for transactions in installments (with or without interest); 16 protection -provided to the customer by the Charge Card Law, which limits the amount of damage that the customer incurs in the event of loss or misuse; availability -most businesses honor credit cards as a means of payment and do not place a minimum payment limit. A credit card in Israel is therefore an almost perfect substitute for cash or checks. This substitutability is reflected by the use of credit cards for purchases at relatively small amounts -the number of transactions at amounts of up to NIS 200 is equivalent to three quarters of total credit card transactions (Table 2 .6).
The credit card companies are controlled by the large banking corporations. 17 The change in the ownership composition of CAL from joint ownership by Bank Leumi and Bank Discount to ownership by the First International Bank and Bank Discount, and the establishment of a new company, Leumicard, by Bank Leumi led to a more equitable distribution of the market segments, as regards the number of cards issued and the charge amounts without substantially reducing the market share of Isracard. The change in the distribution of the market segments contributed to a decrease in the concentration in the industry, as reflected by the development of the Herfindahl concentration index and the dominance index 18 (Figure 2 .9). However, this competition is deficient, principally in the area of settlement, because Isracard cards are cleared by the issuer alone. 16 Payments are sometimes staggered over several years. 17 Isracard is wholly owned by Bank Hapoalim, Leumicard is wholly owned by Bank Leumi, and Israel Credit Cards (CAL) is jointly owned by Bank Discount (51 percent of voting rights), the First International Bank (15 percent of voting rights) and others. 18 The equation of the dominance index is:
where, = the market segment of the banking group and i = the market segment of the next largest banking group. 
DISTRIBUTION CHANNELS

a. General
Banking services are supplied to customers via diverse channels with differing features. The usual and traditional channels for providing banking services are the network of bank branches, ATMs and the adjacent screens and service points for the receipt of information. As these distribution channels developed over the years, new channels were added that make extensive use of computerized technologies. Notable innovations in this respect are computer-to-computer communications, both within the bank and with computers outside the bank, computerized call services and in particular, Internet banking. The decline in the frequency of visits to the banks' network of branches continued in 2004. This was reflected by a 7 percent decrease in the number of debit and credit transactions at teller desks, a trend apparent since the 1990s (Table 2. The increase in use of the Internet and computerized call centers for the receipt of banking information has contributed to a decrease in the use of ATMs and customer service points for this purpose. If alternatives are found for cash withdrawal -the electronic wallet (digital money) or other means based on smart-card identification technology -ATMs are likely to be replaced by direct forms of service and communication with the banks' customers.
19 BIS data on the G10 member countries shows that the usage of the smart card as an electronic wallet (e-money) is increasing. Seven countries now report on the use of this facility, and the number of transactions conducted in this way is increasing.
b. The branch network
The number of the commercial bank branches fell slightly, to 951, during 2004 (Table  2 .7). The downtrend in the number of branches is typical of most of the G10 countries As the number of branches has decreased so has the number of days on which the remaining branches operate, and some of them are open to the public on only five days a week (this has required changing the definition of the business day).
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Another measure taken to increase efficiency in the banking system is the use of temporary branches for the supply and marketing of banking services. A temporary branch is opened for a period of up to three months, for the purpose of providing services to a specific population at a specific time. Examples are campaigns for target customer populations in universities and colleges at the start of the academic year, at exhibitions and fairs, and at business firms. In 2004, 312 temporary branches were opened, nearly twice as many in 2003 (Table 2 .8). The increase in the number of temporary branches was accompanied by a shortening of their period of operation, from an average of 17 days in 2003 to 10 days in 2004. However, the total number of temporary branches' operating days remained practically unchanged (Table 2.8).
The long-term process of decrease in traditional activities at the banks' branches is leading to the development of the specialized branch. The specialized branch focuses on a particular area of activity or supplies services to a particular clientele. This type of branch is characterized by a relatively small commercial area, makes intensive use of advanced technology, and is staffed by only a small number of employees. It is thereby possible to focus on the marketing of a basket of services that is adapted to the branch's target population, providing them with increased access to these services during the branch's opening hours. Due to these characteristics, the investment necessary in such a branch and its operating costs are relatively low. 19 For example, a smart identification point next to the customer's personal computer, via which he can identify himself and load his electronic wallet. 20 A business day is defined as 'a day on which most bank branches are open and there is settlement of clearing house items.' In order to prevent a situation in which Friday ceases to be a business day, the Bank of Israel has defined a business day as 'any day, other than holidays and defined rest days.' The change will go into effect as of 21.2.2006. 
c. High-tech service channels
The usage of high-tech banking service channel continued to expand in 2004. This expansion was reflected by numerous indicators (Table 2 .9), in particular:
1. An increase of over 20 percent in the number of private and business customers using the Internet to obtain information and implement transactions-over one million customers. 
